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Re: Basel III Capital Proposals

Dear Sirs and Madan:

On behalf of Meschamics Coopsrative Bank, | appresiate the oppontwity te provide my
comments on the Basel 1 propesals (the “Propesals’) enntled: Regulatery Capital Rules:
Regulatery Capital, Implementation of Basel II, Minimum Regulatery Capital Rafies, Capital
Adegwasy, and Transition Provisions; Regulatesy Capital Rules: Standardized Approach for Risk
weighted Assets; Market Dissipline and Disclesure Reguirements; and Regulatery Capital Rules:
Advaneed Approaches Risk-based Capital Rules; Market Risk Capital Rule: As you knew, these
prepesed rules were recently appreved by the Federal Reserve Board, the Office of the Comptroller
of the %urmnw, and the Fedstal Depesit Insurance Corpeoration (collestively the “banking
ageneies™).

General Commenits

I stronglly believe that the Proposals are far-reaching and needlessly complex and, if adopted, will
have a wide range of negative implicatiom$eoiaicoeathingsatnatedl assiys sesrpldxlanbaiikangpirtlsayl
havalditite terigamt oegaibrdiimplicaioonplex aodsprostatispahubusinessesparititieabanki rgrinslusiie
thadlddigant dotheiinghextirgoddenBridp cails plex @nd repetdentipgdivereeion s b ergpiansle dadnceomphidiece
shd lengasltiesthexitdusityort herdreposils tembwepraguhibiosys disesrtiohagn b axpdrtisehbirdny tidensplety
and soundness examination process. US banking regulators already have broad authority to impose
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bank-specific capital requirements on depositoty institutions through the existing prompt corrective
action process and have far greater knowledge of local and regional econosmiic conditions on which
to base their regulatoty decisions. [ recommend placing mote emphasis on principled and
qualitative measures of risk as momitored by bank management and experienced regulatois instead
of a punmitive, one-size-ffits-all model that applies to both the largest, raost commpllex institutions in the
woild as well as local commumity institutions with genesallly conservaliive balance sheets that pese
little risk te the global economy.

My institution does not have a relatively simple and conservative balance sheet nor did it engage
in the risky lending and investment practices that caused the financial crisis. Mechanics Cooperative
Bank is a mutual financial institution that has been in business since 1877 setving its local
commminiity. It does not utilize complex derivatives or engage in substantial oft-balance sheet
transactions —ittissaatttatiticond! ressildentidl aaretl coommerciAl 1 bertter regailhatell Byy Baath sshateaaittl féeldendl

tegulatoty agencies.

It appears that there is a needless urgency at the regulatory agencies to finalize and implement
the Propaesalls as quicklly as possible —wvibivaut aacconprevemnsivee s sty off thee Hreat! 1inppant thesy widl |
have on the industry. For example, while the propasalls have been available since July, an estimation
tool was only recentlly made available. Therefore, I stronglly believe that the Propasalls should be
withdeawn in order to take more time to study the potentiial impact and that the regulatory agencies
should then analyze those impacts under a variety of market circumstances, such as an increase in
interest rates.

If the agencies decide to move forward with the Propesalls, I recommend that the final rules
should exempt commmumiity and regional banks.

Basel I1I: Risk Based and Leveraged Capital Requitrements

¢ Increases in Regulatory Capital

I support a banking system with robust capital levels and recognize that regulatory expectations
for minimum capital levels have changed in the wake of the financial crisis. While the vast majority
of commumitty banks continue to hold capital in excess of regulatory minimums, [ do believe
additional analysis should be undertaken before raising capital levels throughout the industmy. A
more thorough data collection project should be undertaken in this area if policymakers are to truly
understand the effect the proposed risk-weighting rules will have on the industry and the overall
economy.

e Capital Conservation Buffer

The regulatory agencies already have substantiial authouity to impose restrictions on dividends or
compensation at institutions facing financial difficulties. I believe that this authonity provides
adequate safeguards against the payment of dividends when circumstances are not @ppropriate.

I stronglly believe that it is appropuiate to leave decisions regarding restrictions on the payment
of executive compensation and capital distributions to the discretion of the regulatory authoriiies on
a case-by-case basis as opposed to by a one-size-fits-all formula.



Inclusion of AOCI in Calculating Tiet 1 Capital

The proposed rule mandates that banks include Accurmullated Other Compieiisive Ineome
(AOCI) in calculating Tier 1 capital. The primaty deiver of AOCI (or loss) for most institutions is
unrealized gains and losses in the available-for-sale securities potiffolio. The inelusion of unrealized
gains and losses on these securities in determining Tier 1 capital has the potenifial to substantially
increase the volatility of Tier 1 capital and artificially distort the bank’s regulatery eapital faties,
patticulaily during petiods of rising and falling interest rates.

Commmumiity banks holding interest rate sensitive secutities for sound business putposes could
see changes to their capital ratios based solely on interest rate changes rathet than changes from
credit quality. In Massachusetis and New England, many of out traditionall, state-chartered bank
mermbets have investment powets that have existed in some eases as far back 6 the 1800s. These
activities were re-affirmed as a safe and sound peactice in Seetion 24 of the Federal Depesit
Insurance Act (FDIA) in 1991 and, based en theit proven track recoid, expanded to ether Federal
Deposiit Insurance Cotporaliion-regulated banks (A subseguent years.

Specitically, Section 24 permiits certain insured state banks to make limited investrments in equity
securities that would not otherwiise be pemmissible. The institutions exetcising these powets do so
under well-established state and federal guidelines and qualifying banks have used theit sulbsection
(f) investment powers prudenifly over many years. Nlo one has suggested that these limmited
investment powers contributed to the recent financial crisis. On the conttaty, I sttongly believe that
the porttolio gains and dividend income derived from these investments provide a dependable
source of capital for balance sheet restructufing, increased loan loss resefves and community
investment activities. Institutions that use their investment poweis genesallly hold secutities for long-
term gains, not short-term profits, providing a soutce of strength and stability that has enabled these
institutions to weather uncettain econofmic conditions.

Adoption of this provision would have several effects on institutions holding bond and equity
portfolios, including forcing banks to avoid market changes by shortening the matunity of their
portffolio, resulting in lower yields and earnings and reclassifying bonds and equities from “availzble
for sal€” to “held to maturity”, lessening the ability of an institution to effectively manage their bond
portfiolio. In addition, the proposed risk rating of 300 percent on all equity securities is
extraordimariily punitive, since losses on a security cannot exceed 100 petcent of book value.

While larger institutions may hedge the impact of interest rate changes on AOCI, community
banks are unable to do so and in a rising interest rate environment, including unrealized gains and
losses in determining capital would negatively impact the ability of banks to conttibute to ecoenomic
recovety. The final rule should allow institutions to continue to exclude AOCI from capital
measures as they are currentlly required to do today.

e Phase out of Trust Prefetrred Securities as Capital Instrusments

The proposed Basel III capital rule does not grandfather Trust Preferred Securities for
institutions between $500 million and $15 billion, which is inconsistent with the Congressional
compromiise language regarding the Collins amendment that was incorporated into the Dodd-Frank
Act. Instead, the proposal requires the phase-out of these instruments for bank holding companies
having between $500 million and $15 billion with annual 10% decreases in the includible amount
through 2021, until the instruments are fully phased-out on January 1, 2022.



While I appreciate the length of the phase-out period for those institutions with less than $15
billion in assets, I oppose the proposed requirement to phase-out Trust Preferred Securities and
other restricted core capital elements. I believe that the legislative intent expressed in the adoption
of the DFA should be respected. This provision was subject to substantial debate during the
legislative process and lawmakers determined that the final ecofnproatise language previding an
exemption for smaller institutions was the eotreet pollicy deeision

This provision is especially harmful to mutual institutions and other privately-held banks, which
have few options for raising capital. A significant numbet of these institutions have relied on trust
preferred securities to raise capital, since mutual banks by definition cannet issue common stoek.
Adopting a regulation in direct oppesition to the intent of Congtess to would further diminish
avenues to raise capital and many banks would be forced to shrink theit balanee sheets by feduelng
lending in their local commuiiifes, redueing the amount of eredit available to small Businesses and
consumeis. The proposed fule should be revised te fully recognize the intent ef the Cellins
amendment by permanenilly grandtathering eutstanding Trust Pieferred Sesurities for institutions
between $500 millien and $15 billien.

e Limitation on Inclusion of Allowance for Loan and Lease Losses in Regulatoey
Capital

There are various provisions in the Propegalls that would force institutions to “double-anunt”
risk elements on bank balance sheets. I believe that if these provisions are adopted, the final fule
should also eliminate the current arbitrary regulatory limitation on the ameunt of an institution’s
Allowance for Loan and Lease Losses (ALLL) that is ineludable in its eapital, whieh is eutrentlly set
at the amount equal to 1.25% of total risk-weighted assets. Banks sheuld be eneeuraged te build
teserves duking goed econemiic times and remeving this restriction would enesurage iAsHutiens o
fund theit ALLL.

e Limitation on Value of Mortgage Servicing Assets

Under the proposed rule, institutions are required to deduct all mottgage servicing assets (net of
deferred tax liabilities) that exceed 10% of its common equity Tier 1. In addition, the amount that is
below the 10% threshold will receive a 100% risk weight, increasing to 250% beginning in 2018.
Current rules already impose a 10% haircut on the fair market value of readily marketable mortgage
servicing assets that are included in regulatory capital. Imposing this new requirement will even
further impact U.S. banks beyond the current 10% fequirement.

I believe that the final rule should not include any deduction from capital for mottgage servicing
rights. If the regulatory agencies decide to move forward with any changes to the capital rules in this
area however, any existing mortgage servicing assets should at the very least be grandfathered. It is
unfair to penalize banks with long standing mottgage servicing assets as a result of the Basel
Commititee’s Eurocenitiic model which has few commumity banks and residential lendets. In
addition, the agencies should allow banks to include 100% of the fair market value of readily
marketable mottgage servicing assets to reduce the impact of the proposal.



Standardized Approach for Risk-weighted Assets: Market Discipline and Disclosuie
Requirements

¢ Substantial Increase in the Risk Weighted Asset Amount for Residential Morigages

The regulators are propesing new methodilugiies for risk weighting mottigages that are heavily
dependent on data and will likely result in a substantiial increase in fisk weights —ifnsseneecassssupptdo
200 percent. These new risk-weight formulas apply to both new motigages as well as existing loans
that are currendy in banks’ pottfolios that were underwtitten to comply with existing capital
standards.

The proposed rules rely heavilly on loan-to-value (LTV) measures and appraisals in determining
the risk-weighting for residentiial mottgage exposures. Under the propaesall, only the highest quality
mortgage loans with low loan-to-value ratios and strongest credit charactexistics will quality for the
lowest risk weighting (Category I). Many other well-underwritten loans will new be subject to
somnetimes substantiallly higher risk-weightings, with loans in Categery 2 with LTVs higher than 90
percent subjeet to @ 200 pereent risk-weighting - doublle the kHsk-weight for unseeured consumer
leans.

It is unclear how the regulators can propose that any category of residential moitigage loan,
which are secured by real propentty, could present twice as much risk to a bank than an unsecured
consumer loan. I believe that the highest risk-weighting that should be applied to a residential
moitgage exposure is 100%.

The propasal significantly increases capital costs for pottfolio lenders, and disadvantages insured
banks compared to non-bank mottigage lenders and credit unions that are not subject to these
requirements. In particular, I believe these new capital requirements will have a chilling effect on the
availability of credit to first-time homehuyers and low-and modetate-income botrowets with less
than perfect credit histories. Banks that had previously placed loans to these popuilations that did
not fit the secondary market guidelines in their potifolios will be forced to cuktail this type of
lending in the future or increase the costs of providing credit to these borrowess. Petveisely, this
will enable the same unregulated and lightly-regulated entities that helped precipitate the mortgage
crisis to re-enter the market and attract botrowets who may not be able to obtain a motigage from a
well-regulated local bank.

For example, for well undemwrnitten, fully documented first monigages, with no balleon
payments, no negative amortization, and with prescribed interest rate caps if the loan is an ARM, the
capital risk weight will increase from 50% to 75% if the LTV ratio is above 80% and the risk weight
will increase to 100% if the LTV is above 90%. Therefore the current capital charge will double on
a loan made to a first time home buyer who puts 5% down in cash and has mortgage insurance to
cover the rest of the loan, since under the Propesall, mottgage insurance will no longer be considered
when determining the loan-to-value ratio. This will also adversely affect minonities and other
disadvantaged consumers who have difficulty making large down payments, partticullatly in a high-
cost state such as Massachusetts.

For second liens, home equity lines of credit, and first montgages that do not meet the
requirements noted above (for example because the loan has a balloon feature), the risk weight for
the loan will increase even mote dramatically. For example, the risk weight for a home equity line
would be 200% if the combined LTV (based on the amount of the first loan plus the total amount
of the line, whether drawn or not) exceeds 90%.



With the ongoing rulemakings regarding the definition of Qualified Mottgage (QM) and
Qualified Residential Mortgage (QRM), I strongly urge the agencies to wait to finalize these
provisions of the rule until final QM and QRM tules are issued. In addition, the Ceonsumer
Financiial Protection Bureau (CFPB) has a number of open rulemaking proceedings that will have a
significant impact on the moitgage process. Fukther study and cootdination of rulemaking aetivities
in this area is essential to ensuring that banks are not faced with confllicting requirerents from the
consumer protection and safety and soundness regulations.

The proposed risk-weighting of residentiial montigage exposures is the most prohbllermatic change
in the Propesals for my fimanciall institution. I believe the proposed changes could have a
tremendouslly negative impact on consumers and that the proposed risk weightings are imappropriate
with their reliance on LTV ratios. While the Standardized Approach Proposal refers to various
types of residentiial montigage loan products that were problematic during the recent fimancall crisis,
including loans that were not propenly undemwritten, pay-option adjustable rate moitigages, and
subprime morntigages, my bank never engaged in this type of lending and should not be penalized in
the capital rules going forward. I believe the implementation of changes to the risk-weighting of
residentiial montgage exposures should be dirmimated.

At a minimum, any final rule should grandfather all existing mottigage exposures by assigning
them risk weights as required under the current general risk-based -capital requitements.
Grandffathering such mottigages is appropiiate, since aggregating and analyzing the data to caeculate
the risk weights will be extremelly burdensome, particullailly for existing loans of in cases where the
institution metged or purchased another bank.

Additiiomellly, given the substantiial increase in capital that would be required for such existing
category 2 monigages, which may constitute a substantial amount of assets on an imstifwution’s
balance sheet, the retroactive impact of the proposed treatment would be espegiallly punitive. Given
that the Basel III NIPR is akeady substamtially increasing required minimum capital, the need for
retroactive application of the new standards is significandy attenuated.

¢ Risk-Weighting of Past Due Exposures

I am also concerned that the risk-weighting of past due exposures in the Standardized Approach
Proposal ignores the existing processes by which financial institutions account for past due
exposures and is redundant. The Propesal requires banking organizations to apply a 150% risk-
weighting to assets that are 90 days or more past due or on nonaccrual status to the extent that those
assets are not secured or guaranteed.

Delinquent loans must already be accounted for in an institution’s ALLL. anallysis and banks are
already highly regulated in this area. The agencies have been aggressive in criticizing banks that do
not recognize the need for additional capital to mitigate potentiial losses. In addition, banks of all
sizes are under significant regulatory and legislative pressure to work with delinquent borrowers and
modiify loans, particularly residential loans. Unfontumaielly, the Proposal will discourage imstitutions
from keeping delinquent assets on their balance sheets, therefore reducing the possihillity that a
successful modiification can be achieved.

Given that accounting framework, I believe that adding to the risk-weighting of past due assets
constitutes unnecessary double-countiing of the risk of the assets. I believe that existing @ocounting
rules address this issue of risk sufficiently and this propaosal should be eliminated from the final rule.



Conclusion

As stated above, I believe that the Proposalls have a variety of fundamental problems and that
they should be withdrawn. The Propesalls require substantial modiification, and I believe additional

studies are required in order to develop the most apptopiiate modiifications to the capital
framework.

I question whether the agencies fully understand the impact of the Propesals on the industry and
the nation’s econommy. Many of the data points required to conduct a thorough analysis are not
available on the current Call Reports and it does not appear the agencies conducted any data
collection or industry-wide analysis prior to issuing the Propesalls. Although many aspects of the
Propaesalls are phased-in over a number of years, there is still a significant risk in fiimalizing swesping
changes to the way that institutions calculate their capital and risk-weighted assets and the capital

ratios they are required to maintain. Once finalized], there will be little oppottumiity to revise the rules
once their impact is more broadlly understood.

If fiimalized] in their current form, the Propesalls will result in a substantial withdrawal of banks,
particulanlly compaumiity banks, from a variety of lines of business, including residential lending and
providing credit for small business bottowens. Ultimately this loss of income and asset diversity will
lead to an accelerated consolidation of local commumiity banks throughout the United States while at
the same time, policymakets in Washington, DC and at the state and local levels are calling on the
banking industty to increase lending in these sectors. Consumer and businesses will be forced to
obtain credit from non-bank lendets not subject to the new capital requirements —thesaametyyrasodf
lenders that engaged in risky lending practices that helped precipitate the fiimancial crisis.

Additiomeilly, from a competiitive standpoint, banks will be forced to complly with these new
requirements while some of their largest competiitors, the credit union industry, will be exempt. This
exemption, in conjunction with the credit union industry’s tax exemption, will further enhance their
competiitive advantage over the comrmumiity banking industny. If fimalized, the Propesalls should
apply to all US depositoty institutions to ensure a level playing fiidd.

Thank you again for the oppontumiity to comment on the Propasalls. I respectfully ask that you

consider my recommendhtiions in developing final rules. If you have any questions or need
additional information, please contact me at (508) 884-2155 or jjgptistei@mechanics-coop.com.

Yours truly.

—

Joseph T. Baptista Jr.
President & CIEO
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